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PREFACE

Barents Group LLC, a wholly owned subsidiary of KPMG Peat Marwick LLP, was retaived by a
group of companies having significant crude oil production on Federal lands, to assist in
analyzing the Department of Interior, Minerals Management Service’s (MMS) proposed rule
establishing a new method for valuing oil for royalties due on Federal leases (63 ¥.R. 38355,
published July 16, 1998). Thesc companies are intcrested in and affected by the MMS proposal.
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EXECUTIVE SUMMARY

Barents Group LLC, a wholly owned subsidiary of KPMG Peat Marwick LLP, was retained by a
group of companies having significant crude oil production on Federal lands, to assist in
analyzing the Department of Interior, Minerals Management Service’s (MMS) proposed rule
establishing a new method for valuing oil for royalties due on Federal leases (63 F.R. 38355,
published July 16, 1998). These companies arc interested in and affected by the MMS proposal.
This report addresses the specific concems arising from the second further supplementary
proposed rule and comments on issues outstanding from earlier versions of the proposed rile.
As a result of our analysis of the proposed rule, and as discussed further below, MMS should
fully cormit its resources either to revising the existing regulations or to the further development
" of a viable royalty-in-kind program.

MMS published its original proposed rule on January 24, 1997, and in response to numerous
comments, released the most recent version of the rule on July 16, 1998. The July 1998 version
does not solve the problems contained in earlier versions of the rule and even creates new
problems. The curmrent version will allow MMS to “second-guess” values received in amm’s-
length transactions, and MMS’ single exchange provision will significantly affect many
independent producers by placing more of their transactions on an index valuation methodology.

& Breach of Duty to Market. Notwithstanding preamble language where MMS states that it
will not second guess transactions, the proposed rule’s provision concerning the breach of
duty to market will allow MMS to second-guess the value received for crude oil under arm’s-

lengih couliavto. Puices vary by luvativa aud Livin basavtion o sansaction as a funclon of
supply and demand, and prices received in actual transactions will be distributed about a
mean within a given area for a specific time period. The proposed rule allows MMS to
require lessees with prices that MMS determines to be “substantially below market value™ 1o
value their production using a non-arm’s-length methodology. No guidance is provided as to
what “substantially below market value” means.

¢ Single Exchange Provision. MMS states that in response to comments received, it has
reverted to the single exchange provision of the July 1997 rule. Under this provision,
production first exchanged at arm’s-length and then sold outright must be valued using gross
proceeds. Any subsequent exchange will require the production to be valued based on a non-
arm’s-length methodology. This provision will require complex tracing through the second
transaction and 4 cowplex calculation 1o arrive at royalty value. Further, following the
prescribed methodologies will not result in accurate lease values.

¢ Problems with earlier version of the rule still exist. The July 1998 version of the mle fails to
address many comments previously submitted to MMS.

0 The proposed methodology will not capture value at the lease.

¢ Spot poces, even when adjusted for location and quality differentials, do not
accurately reflect lease values.

¢  MMS’ proposed adjustments do not accurately capture differentials.

0 Data from Form MMS-4415 is not usable for its intended purpose.

¢ The proposed methodology results in inaccurate values in each region.

Barents Group LLC it July 31, 1998
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+ MMS must fully comply with all procedural requixements. These include requirements of
the Administrative Procedures Act, Paperwork Reduction Act, Regulatory Flexibility Act,
and Executive Order 12866.

The costs and inefficiencies that would be imposed on lessees by the further supplementary
proposed rule are entirely avoidable and unnecessary because an active market exists for oil at
the lease that would allow a more straightforward and less costly approach to royalty valuation.
In addition, a serious, carefully developed, altemative approach is now under congressional
consideration: royalty-in-kind (RIK). Two hearings have been held on RIK. legislation and a bill
has been reported by the Subcommittee on Encrgy and Mineral Resources of the House
Committee on Resources. RIK legislation would require that the Federal government take
royalty in kind production at the lease. By using private sector qualified marketing agents to
market its production, the U.S. Government would achieve greater certainty than the proposed
rule envisions but would do so in a way that is much less administratively burdensome, and
clearly captures accurate ammn’s-length values through outright sales. Indeed, MMS has studied

the feasibility of royalty-in-kind for natural gas in the Gulf of Mexico, has initiated a crude oil

royalty-in-kind pilot program in Wyoming, and is initiating a crude oil royalty-in-kind pilot
program for offshorc Texas.

It makes little sense to completely restructure the current crude oil valuation system, as would be
required if the further supplementary proposed rule were 10 be finalized, when serious efforts,
including an MMS pilot program, are underway to develop a better system with broad industry
support. A properly structured royalty-in-kind program will allow MMS to achicve its goals
without the unnecessary administrative complexity and burden that would be imposed by MMS’
second further supplementary propased rule.

Barents Group LLC iv July 31, 1998
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1. INTRODUCTION

On January 24, 1997, the Minerals Management Service (MMS) published a proposed rule
establishing oil value for royalty due on Federal leases and on sale of Federal royalty oil (62 F_R.
3742). In compliance with the Paperwork Reduction Act of 1995 (PRA) and other statutory aud
regulatory requirements, MMS estimated the regulatory burden associated with the proposed rule
and solicited comments.

On Match 25, the Domestic Petroleum Council, the Independent Petroleum Association of
America, the Independent Petroleum Association of Mountain States, the Mid-Continent Oil and
Gas Association, and the Rocky Mountain Oil and Gas Association submitted a report prepared
by Barents Group LLC (Barents) to the Office of Management and Budget (OMB) commenting
on the proposed rule.’ In response to these and other industry comments, as well as its own
analysis, OMB denied MMS’ request to collect iufurmation on proposcd Form MMS-4415. The
information to be collected on this form would be necessary to implement the proposed rule.

The Rocky Mountain Uil and Gas Association submitted a second report prepared by Barents to
the Minerals Management Service (MMS) on May 28, 1997 This second report presented a
more substantive discussion of problems with the proposed rule, and concluded that the proposed
valuation method based on New York Mercantile Exchange (NYMEX) tutures prices and Alaska
North Slope (ANS) spot prices in Califomia was fundamentally and fatally flawed. The
proposed rule failed to satisfy the basic objective of measuring the value of crude oil at the lease,
and it imposed unnecessary costs and risks on Federal lessees and the Federal government.
Additionally, the proposed rule would impose unnecessarily large administrative costs on
lessees. Consequently, the report recommended that the proposed rule be withdrawn and its
underlying valuation method rejected.

On July 3, MMS released a supplementary rule intended to address certain concerns raised
during the comyment period.’ Barents prepared a report filed by the Rocky Mountain Oil and Gas
Association that reviewed the supplementary rule to analyze whether MMS had significantly
reduced the paperwork burden. The report was submitted to OMB on August 4, 1997.° In
reviewing the July 3 supplementary rule, the Barents report concluded that while MMS had
addressed certain relatively minor issues, MMS had not addressed the substantive issues ratsed
by the industry or by OMB.

! “Brelymmary Analysis of the Department of Interior, Minevals Management Service Proposed Rule Establishiag
Oil Value for Royalty Due on Federal Leases and on Sales of Federal Royalty Oil,” March 25, 1997 as submitted by
the Domestic Petrolenm Council, the Independent Petroleurn Association of America, the Independent Petroleum
Association of Mountain States, the Mid-Continent Oil and Gas Association, and the Rocky Mountain Oil and Gas
Association.

? “Analysis of the Department of Intcrior, Minerals Management Service Proposcd Rule Establishing Oil Value for
Royalty Due on Federal Leases and on Sales of Federal Royalty Oil,” May 28, 1997 as submitted by the Rocky
Mountain Qi and Gas Association.

7 30 CFR Part 206 (62 FR 36030)

* “Analysis of The Department of Juterior, Mincrals Management Scrvice Supplementary Proposed Rule Establishing Ol

Value for Royalty Due on Federal Leases and on Sale of Federal Royalty Oil Under the Paperwork Reduction Act,”
August 4, 1997 as submitted by the Rocky Mountain Oil and (Gas Association.
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MMS reopened the comment period on September 22, 1997 and requested comments on
alternatives suggested by commenters before proceeding with the rulemaking. Durng that
comment period, MMS held a number of workshops to discuss these valuation alternatives.

On February 6, 1998, MMS released a further supplementary proposed rule after reviewing more
than 2,600 pages of comments.® Barents again prepared a report analyzing the further
supplementary proposed rule. In reviewing the February 1998 rule, our analysis indicated that
not only did many of the original problems remain, but the revised rule created new problems
that rendered it unworkable.”

MMS has stated that it was prepared to publish 2 final oil valuation rule in June and, 2s a result
of a congressionally-mandated moratorium, which prevents MMS from spending funds on
developing a final rule until September 30, 1998, planned to publish a final rule in October. The
appropriations bill for the Department of the Interior now contains language that, if enacted,
would prevent a final mle from going into effect before October 1, 1999.

MMS reopened the comment period on the proposed rule on July 8, 1998 and published a second
further supplementary proposed rule on July 16, 1998" “in 1esponse to comments xeceived so
far”” The second further supplementary proposed rule makes only three changes to the February
6, 1998 version The revised rule does not address the fundamental problems inherent in the
index price approach taken by the rule, and does not address the comments raised in previous
Barents reports filed with MMS.

We begin with an overview of the proposed rule, the supplementary proposed rule, the further
supplementary proposed rule, and the second further supplementary proposed rule (Section 2).
Section 3 discusses problems with the second further supplementary proposed rule.  Section 4
discusses outstanding issues from previous versions of the rule. Section 5 discusses procedural
issues. Finally, Section 6 presents our conclusions.

* On November 5, 1997, a Barents Group report entitled “Amalysis of the Department of Interior, Minerals
Management Service Proposed Rule Establishing Oil Value for Royalty Duc on Federal Leases and on Sale of
Federal Royalty Oil Under Executive Order (2866 and submitted by the Rocky Mountain Oil and Gas Association
called for MMS to complete an Executive Order 12866 analysis of its proposed rule.

§ All references to the further supplementary proposed rule in this report refer to 30 CFR Part 206. (63 FR 6113)

1 “Anatysis of The Departmem of Interior, Minerals Managemem Service’s Supplemenary Proposed Rule

Establishing Oil Value for Royalty Duc on Federal Leases,” April 7, 1998 as filed by the Rocky Mountain Oil and
Gas Association.

' 63 FR 38355
* 63 FR 38356

Barents Group LLC 2 July 31, 1998
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2. OVERVIEW OF PROPOSED OIL VALUATION RULES

This section briefly discusses the proposed rule as it has continued to evolve from its original
form in January 1997 to its most recent iteration in July 1998.

ORIGINAL PROFOSED RULE

The original proposed rule sought to decrease reliance on posted prices and to develop rules for
Federal royalty valuation which would better xeflect market value of crude oil at the lease.' It
retained the concept that for arm’s-length sales, gross proceeds are the basis of royalty value, but
limited the application of this concept. The majority of sales would be subject to a new index
methodology in which the royalty value is linked to either the New York Mercantile Exchange
(NYMEX) futures price for West Texas Intermediate (W1I) at Cushing, Oldahoma or the Alaska
North Slope (ANS) spot price for deliverics in cither Los Angeles or San Francisco, depending
on the location of production. The transactions required to use this new methodology included
exchange agrecments, reciprocal buy/sell agreements, non-arm’s length transactions, sales to an
affiliate refiner, and production subject to a crude oil call, and arm’s-length sales by lessees who
have purchased crude oil within the preceding two years. The proposed rule also required
lessees to file a new form, Form MMS-4415, for all exchange agreements. The information
collected on the new form was to be used to calculate location/quality differentials between
aggregation points and market centers.

Proposed Form MMS-4415, in its original version, would have imposed new reporting and
record-keeping burdens on Federal lessees. Initially, the form was to be submitted no later than
two months after the effective date of the information requirement and then by October 31 of the
year in which the rule takes effect and by October 31 of each succeeding year. The form
requested information on the terms of the contract including: contract party name, contract type
and ID, contract term, title transfer location, volume terms, crude quality (including API gravity
and sulfur content), pricing terms, and quality adjustments.

Royalty valuation at the lease for non-arm’s-length transactions was proposed as follows: Where
oil is transferred to an affiliate who later sells it at arm’s length, the value of the o1l for royalty
purposes would be either:

1. the affiliate’s arm’s-length resale price (provided that peither the lessee nor its affiliate
also purchases oil); or

"2. a “monthly average” of the NYMEX futures price (for non-California and non-Alaska

oil) or ANS spot price (for oil produced in California or Alaska), adjusted for location
and/or quality differentials.

For all other cases (i.., where the lessee or its affiliate refines the oil or disposes of it in a non-
arm’s-length transaction), only the second option would be available.

1% All references to the original proposad rile in this repart refer to 30 CFR Part 206 (62 FR 1742)

Barents Group LLC 3 July 31, 1998
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MMS described three adjustments to the “monthly average” NYMEX futures price:

1. a location/quality differential between the index pricing point (for example, West Texas
[ntermediate (WTT) at Cushing, Oklahoma) and the appropriate market center (for
example, Light Louisiana Sweet at St. James, Louisiana), calculated as the difference
between the average monthly spot prices published in an MMS-approved publication for
the respective locations;

2. a location/quality differential between the market center and a major aggregation point
for oil from various sources, as either published by MMS or contained in the lessee’s
_arm’s-length exchange agreement (this adjustment would be based on data collected on
Form MMS-4415) or the company’s own differential on a buy/sell or exchange between

a market center and an aggregation point; and

3. the actual costs of transportation (as determined under existing valuation rules) from the
aggregation pomt to the lease, or from the market center to the lease if the oil flows
directly to a market center.

SUPPLEMENTARY PROPOSED RULE

On July 3, 1997, MMS published a supplementary proposed rule that modified the eligibility
requirements for oil valuation for arm’s-length transactions and the procedures for collection of
exchange information ! 1t also amended the list of aggregation points. This section discusses
changes to the proposed rule contained in the supplementary proposed rule.

Modifications in Reporting Requirements

The supplementary proposed rule did not significantly change the reporting requirements of
proposed Form MMS-4415. It contained no changes to either the proposed form or its
instructions. The only change in reporting requirements was that MMS would only require Form
MMS-4415 to be filed for transactions between an aggregation point and a market center and
would not require a Form MMS-4415 to be filed for oil exchanged at the lease.

Modifications in Valuation Methodology

Under the original proposed rule, MMS would have requircd that all production’ subjcet to a
crude oil call be valued using the proposed index methodology. MMS received many comments
regarding oil subject to crude oil calls; crude oil calls are frequently not exercised, and when they
are exercised, the purchaser must typically match or exceed the price offered by the highest
bidder. In these cases, MMS would not have required the oil to be valued using an index pricing
method. The supplementary proposed rule amended proposed 30 CFR 206.102(a)(4) to require
index valuation only in situations mvolving non-competitive crude oil calls and added a
definition of a non-competitive crude oil call in 30 CFR 206.101. The supplementary proposed

rule also deleted 30 CFR. 206.102(a)(6), as proposed in January, to address the issue that

! 62 FR 36030
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LA REANMMS\PHASEA Uy 16 rcke\Repori i e



DT73L/58 18:94 2.3

disallowing, producers who purchased small quantities of oil for on-lease and other uses from
using the gross proceeds method was too restrictive.

MMS proposed a new paragraph (a)(6) to allow prodncers who exchange oil with a non-
affiliated entity, and then scll the oil in an arm’s-length transaction, to value that oil using gross
proceeds or to choose to use an index methodology. This paragraph would only apply if there
werce a singlc cxchange agreement before the arm’s-length sale.

MMS also proposed to exclude an additional category of arm’s-length transactions from gross
proceeds valuation. The preamble states “[t]bat these arc situations where two partics transact
purchases and sales of oil that would appear to be arm’s length. Howecver, the prices are below
market for the field or area. Neither party cares because they agree to sell roughly equivalent
volumes to one another...””* In this situation, referred to as an “overall balance™ situation, the
supplementary proposed rule would amend 30 CFR 206.102(a)(4) to require the o1l to be valued
based on index value.

Finally, MMS amended proposed 30 CFR 206.102(2X1) to clarify that the exceptions to valuing
oil based on gross proceceds should be applied on a contract-by-contract or trausaction-by-
ransaction basis.

FURTHER SUPPLEMENTARY FROFOSED RULE

On February 6, 1998, MMS published a further supplementary proposed rule which retains the
concept uf index pricing, but would require the use of spot prices published for the market conter
ncarest the lease for oil most similar in quality to the lease production rather than NYMEX.
Additionally, it divides the United ‘States into three geographic regions for purposes of valuing
oi! disposed of in non-arm’s-length transactions for Federal royalty purposes. The use of an
Alaska North Slope (ANS) index for production from Alaska and California was retained from
the original proposed rule.

Modifications in Reporting Requirements

The further supplementary proposcd rulc proposes a slightly moditied Form MMS-4415 which
would need to be filed for all the lessee’s and their affiliates’ crude oil production from Federal
leases which is exchanged under arm’s-length exchange agreements between paired aggregation
points and market centers. The revised form requests the following information: lessee name
and address; lessee payor code; reporting period; contract party name; exchange party payor, if
available; contract type and contract number; the effective date, initial term, and expiration terms
of the contract; the aggregation point and market center; the volume of oil transferred or
received; the exchange differential received or paid; and certain quality information and
adjustments including API gravity (either deemcd or actual), the gravity adjustment received or
paid, the actual or deemed sulfur content, the sulfur adjustment received or paid, and any other
quality adjustment and the amount received or paid.

262 FR 36031
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Modifications in Valuation Methodology

Under the further supplementary proposed rule, the value of crude oil for royalty purposes is the
gross proceeds accruing to the seller less applicable allowances.® This also applies if oil is
transferred under multiple non-arm’s-length contracts and ultimately sold at arm’s length,
regardless of the number of non-arm’s-length transfers before the final sale. The following
adjustments are allowed for arm’s-length sales:

+ A location/quality differential determined from an arm’s-length exchange agreement
reflecting the difference in value between an aggregation point and a market center or
between a lease and a market center;

¢ Actual transportation costs between an aggregation point and a lease; and

¢ Quality adjustments based on premia or penalties determined by pipeline quality bank
specifications at intermediate commingling points, at the aggregation point, or at thc
market center that applies to the lease.

There are four exceptions to the gross proceeds rule, and these include:
1. MMS may require the lessee to value oil as pon-arm’s length if MMS detexmines that an

arm’s-length contract daes not reflect the total consideration actually transferred;

2. The lessee must value oil as non-arm’s-length if MMS determines that gross proceeds do not
reflect a reasonable value because of misconduct by either party to the arm’s-length contract
or a breach of the duty to market the oil for the mutual benefit of the lessee and lessor;

3. Oil is disposed of under a non-arm’s-length exchange; or
4. Oil is subject to a noncompetitive crude oil call.

Oil falling under these exceptions must be valued using the methodology for non-anm’s-length
transactions.

The noo-arm’s-length methodology is now separated into three repional schemes. For
productiou in California and Alaska, the value of crude oil would be the average of the daily
mean ANS spot prices adjusted for applicable location and quality differentials and possibly for
transportation costs.

In the Rocky Mountain Area,™ crude oil would be valued using a system of four benchmariks:

1. Values established by an MMS-approved tendering program;
2. The volume-weighted average gross proceeds received;

.3 Note that pross proceeds is a defined term that is not the same as the definition of gross proceeds under current
regulations. As Ben Dillon, Vice President of the Independent Petroleum Association of America, noted in his
commeats at the MMS hcaring on the further supplementary proposed rule on February 25, 1998, “[MMS] inserted
into gross proceeds the word "market” and impled duty versus marketable condition.”

" The Rocky Mountain Area is a defined term and means the States of Colorade, Montana, North Dakota, South
Dakota. Utah. and Wyoming.

Barents Group LLC 6 July 31, 1998
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3. The average of daily NYMEX futures prices adjusted for applicable location and quality
differentials and possibly for transportation; or

4. An alternative established by the MMS Director.

The test of the country would use average daily mean spot prices for the market center nearest
the lease where spot prices are published in an MMS-approved publication for the crade oil most
similar in quality to the lease production. This spot price must then be adjusted for location and
quality differentials and may be adjusted for transportation costs. MMS is oot proposing to
allow the costs of marketing production to be deducted.

The following deductions would be allowed for oil valued using these non-arm’s-length
methodologies:

¢ If production moved directly to alternate disposal pomnt:

¢ Actual transportation casts between the aggregation point and the lease (treat alternate
disposal point as aggregation point);" '

0 Quality adjustments based on premia or penalties determined by pipeline quality bank
specifications at intermediatc commingling points, at the aggregation point, or at the
market center that applies to the lease.'

¢ If production moved directly to an MMS-identified market center:
¢ Actual transportation costs between the market center and the lease;”

0 Quality adjustments based on premia or penalties determined by pipeline quality bank
specifications at intermediate comuningling points, at the aggregation point, or at the
market center that applies to the lease.™

¢ If production neither moved to an alternate disposal point or to 2 maxket center:

0 An MMS-specified location/quality differential determined from an arm’s-length
exchange agreement that reflects difference in value of crude oil between the aggregation
point and the market center;"

0 MMS will publish annually a series of differcntials applicable to various aggregation
points and market centers based on data collected on Form MMS-4415. MMS will
calculate each differential using a volume-weighted average of diffcrentials reported for
similar quality crudes for the aggregation point, market center pair for the Jast year.
These differentials will be used for that calendar year.”

1S proposed Section 206.112(c)

' propased Section 206.112(c)

17 Proposed Section 206.112(d)

'* Proposed Section 206.112(¢)

* Proposed Section 206.112(bX1)
 proposed Sections 206.112(b)2) and (3)
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0 Actual transportation costs hetween the aggrepation point and the lease (treat alternate
disposal point as aggrepation point);*

Quality adjustments based on premia or penalties determined by pipeline quality bank
specifications at intermediate commingling points, at the aggregation point, or at the market
center that applies to the lease.”

SECOND FURTHER SUPPLEMENTARY PROPOSED RULE

On July 16, 1998, eight days after announcing that it was reopening the comment period in the
proposed oil valuation rule for two weeks, MMS published a second further supplementary
proposed oil valuation rule.” MMS states that it is proposing some changes to its Febmuary 6,
1998 further supplementary proposed rule “in response to comments received so far.™ The
further supplementary proposed rule contains three changes and one request for comment

Definition of Affiliate

The July 16, 1998 version of the proposed rule changes the proposed definition of “affiliate™
back to the current law definition. The original proposed rule had changed the definition of
affiliate so that 10 percent ownership was the threshold for defining control. Under the latest
version of the rule, less than 10 percent ownership creates a presumption of non-control;
ownership of between 10 and 50 percent creates a rebuttable presumption of contzol; and
ownership in excess of 50 percent establishes control.

Breach of Duty to Market

MMS has altered the language in §206.102(c)(2) to address commenter concerns that MMS
would “second-guess” a lessee’s marketing decision. The language now reads as follows:

You must value the oil under §206.103 if MMS determines that the value under
paragraph (a) of this section [§206.102] does not reflect the reasonable value of
the production due to either:
(i) Misconduct by or between the parties to the arm’s-length contract; or
(i) Breach of your duty to market the o1l for the mutual benefit of yourself and the
lessor. MMS will not use this provision to dispute lessees’ marketing decisions made
reasonably and in good faith. It will apply only when a lessee or its affiliate
inappropriately sells its oil at a price substantially below market value.™

Exchanges

Under the February 1998 proposed nile, crude oil ultimately disposed of in an arm’s-length
disposition was required to be vatued based on the gross proceeds resulting from the ultimate

2! Proposed Section 206.112(c)
Z Proposed Section 206.112(¢)
2 63 FR 38355
* 63 FR 38356
* 63 FR 38357
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arm’s-length sale. The July 1998 version of the proposed rule changes this provision so that oil
must be valued based on gross proceeds if it is sold at arm’s-length after only one arm’s-length
excbange, and it must be valued using a pon-arm’s-length methodology if it is exchanged more
than once before an outright sale. If MMS determipes that any arm’s-length exchange agreement
does not reflect reasonable location aud quality differentials, MMS may require the lessee to
value the oil under §206.103.

Gathering vs. Transportation

MMS is also asking for comments on whether the definition of gathering should be modified to
address situations where unseparated production is moved long distances to a platform where it
first surfaces and 1s treated.

Barents Group LLC 9 July 31, 1998
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3. COMMENTS ON SECOND FURTHER SUPPLEMENTARY RULE

DEFINITION OF AFFILIATE -

The July 1998 version of the proposed rule returns to the current law definition of affiliate. Ifa
control-based definition is part of the final rule, then standards are still needed to provide
guidance on rebutting the presumption of control for ownership of between 10 and 50 percent.

BREACH OF DUTY TO MARKET

MMS states in the preamble that the revised language in the second further supplementary
proposed rule is “to clarify that the lessee’s duty to market does not mean that MMS will second-
guess a company’s marketing decisions...The provision’s purpose is to protect royalty value if,
for example, a lessee were to inappropriately enter into a substantially below-market transaction
for the purpose of reducing royalty.”® The language of the rule as written, however, leaves
terms undefined and, as a result, provides the opportunity for MMS to require lessees, with
legitimate arm’s-length contracts, to pay higher royalties.

The revised language states that MMS will use this provision “only when a lessee or its affiliate
inappropriately sells its oil at a price substantially below market value™ The term “market
value” is not dcfined, por does MMS dcfinc what it means by “substantially below.” The term
“market value™ is a very broad term; it is not clear which market MMS would use in determining
value. Lease market values, for example, may be very different from spot market values.
“Substantially below” is a subjective term and the proposed rule establishes no guidelines.
Further, the proposed rule states that “MMS will not use this provision to dispute lessees’
marketing decisions made reasonably and in good faith. "™ These too are subjective terms, and
do not appear to provide any certainty or guarantee that MMS will not “second-guess” a lessee’s
decisions.

On any given day, at any given location, for a given quality of crude, market prices will vary
based on local supply and demand conditions in effect at the time of the transaction. As such, it
is possible for each producer to sell its crude oil at arm’s length at a different price, where each
price will be a valid market pricc. Comments filed by Dr. Joseph Kalt of Harvard University and
The Economics Resource Group, Inc. on May 27, 1997 state that data Dr. Kalt has collected and
reviewed indicate that “anm’s-length, comparable transactions in a given oil field at any given
point in time consistently occur within a range of prices, rather than at a single, common price.
This range demonstrates the influence of highly localized supply and demand factors which

% 63 FR 38356 -

¥ 63 FR 38357
“* 63 FR 38357
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cause value differences of significant magnitudes even among comparable arm’s-length
transactions occurring in the same field at the same time ™

The following charts illustratc the variation in priccs received over a given month for a given
Beld. Figure 1 shows the deviation from the mean value per barrel for all producers in offshore
California. These deviations were derived on a field-by-field and month-by-month basis.*
Figure 1 ¢lcarly shows a distribution of values both above and below the mean” and illustrates
the ranges of values reported. The dashed line indicates the mean deviation.

¥ Comments of Joseph P. Kalt, Harvard University and The Economics Resource Group, Inc., May 27, 1997, Page
4,

* These data were obtained from MMS through Freedom of Information Act request. To calculate the deviations,
we [irst calculated an adjusted, volume-weighred average value per barrel and calculated the deviation from that
volume-weighted average on a payor-by-payar basis for each month and each field. The chart shows dewviations
from the mean for all ficlds and all months. We have excluded data for fields that appear 1o have a single payor
because there is no deviation from a mean value to he measured. All data are for 1996. The data received from
MMS under the FOJA request also contained an adjustment for transportation to Los Angeles, a gravity adjustment
t0 27° APL and a sulfur adjustment that we have used in this analysis.

* Figures 1 and 2 classify volumes in 10-cent per barrel ranges. Thus, the mean value is a band between $0.05 and -
$0.05.
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Figure 1
Deviation from Mean Value per Barrel for All Producers
Offshore Califarnia, 1996
(adjusted for comparable quality and location)
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Deviation from mean value per barrel

Under the proposed mle, MMS may require lessees to value crude oil using a non-arm’s-length
method if it determines that the lessee “inappropriately sells its oil at a price substantially below
market value.”® If, for example, MMS inappropriately treats the mean reported value as “market
value,” then those lessees with values “substantially below” the mean could be second-guessed
and required to revalue their oil using an index price or one of the Rocky Mountain Area
benchmarks, depending on the location of production. In this example, 39 percent of monthly
volumes fall below the mean.

The Gulf of Mexico shows a similar pattern to offshore California, although, in the Gulf of
Mexico, there are many more transactions and a wider distnbution of prices around the mean.
Figure 2 shows the distribution of values reported above and below the mean; the dashed line

indicates the mean.

%2 63 FR 38357
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Figure 2
Deviation from Mean Value per Barrel for Al Producers
Gulf of Mcexico, 1996
(adjusted for comparable quality and location)
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Deviation from mean value

For all Gulf of Mexico producers, 49 percent of production has reported values below the mean,
S percent has reported values within $0.05 cither side of the mean, and 47 percent of reported
volumes are above the mean. If the distnibution of values for volumes reported using gross
proceeds is similar to that shown in Figure 2 and MMS determines that the mean value reported
represents “market value,” it could require almost half of the production valued under the gross
proceeds methodology in the Gulf'to be revalued using the index methodology.

These charts demonstrate that values vary sigmificantly about the mean and all may represent
“market value.” The rule, however, provides MMS with the latitude to second-guess values and
require revaluation where it deems the reported amount to be “substantially below market value”
without defining what those terms mean.

MMS states in the preamble to the July 1998 version of the proposed rule that 30 CFR
§206.102(c)(2)(ii) is identical to the provision in the existing niles at 30 CFR §206.102(b)(1)(111).
The existing provision, however, contains a mechanism through which the lessee has an

opportunity to provide written justification of the value it received. No such mechanism appears

Barents Group LLC 13 July 31, 1998
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to exist in the proposed language. Further the proposed lanpuage adds the undefined or
subjective texms “reasonably and in good faith,” “substantially below,” and “market value.”

In short, the reviscd languﬁgc will provide MMS with an expanded ability to second-guess the
lessee’s marketing decision and increases the uncertainty in using the gross proceeds method,
contrary to MMS® stated intention in promulgating the new rule in the first instance. -

EXCHANGES

As doscribed above, the second further supplementary proposed rule requires that production that
is exchanged once at arm’s-length and then is sold outright be valued using the gross proceeds
methodology. Production exchanged at arm’s-length more than once is valued using the non-
arm’s-fength methodologies. MMS states that it made this change in response 1o comments that
the provision in the February 1998 version of the rule, which required production to be based on
gross proceeds at the point of outright sale regardless of the number of exchanges that occurred
before that sale, would result in averly burdensome tracing of multiple transactions. While the
revised provision sounds simpler than the February provision, it will, in fact, still require the
same complex and burdensome tracing of transactions.

. In order to know how to value ifs production, a lessee will be required to trace all transactions
through the second transaction. While this may not sound complicated and burdensome, it 1s, in
fact, much less simple than it sounds. Further, the calculations required for valuation will be
complex, and “if MMS determines that any arm’s-length exchange agreement does not reflect
reasonable location or quality differentials, MMS may require [the lessee] to value the oil under .
§205.103 [non-arms-length methodologies].™ Location and quality differentials are crincal to
the operation of thc proposed rule, and previous Barents cornments filed with MMS have
discussed problems with MMS™ methadalagy for computing location and quality differentials at
length* The proposed rule provides no guidance as to what “reasonable location or quality
differentials” are. Therefore, after having traced numerous transactions, the lessee may be
required to value its production based on either index or one of the Rocky Mountain Area
benchmarks depending on the location of production.

Figure 3 shows an example of marketplace transactions. In Figure 37 there is only one Fedcral
lease for which we must derive a value for the 100 Federal barrels produced. As this is an
onshore lease, royalty is due on one-cighth of the value of the crude.

¥ 63 FR 318357

* “preliminary Analysis of the Department of Interior, Minerals Management Service Proposed Rule Establishing
Oil Value for Royalty Due on Federal Leases and on Sales of Federal Royalty Oil,” March 25, 1997 as submitted by
the Domestic Petroleum Council, the Independent Petroleum Association of America, the Independent Petroleum
Association of Mountain States, the Mid-Continent O1} and Gas Association, and the Rocky Mountain (il and Gas
Association; “Analysis of the Department of Interior, Minerals Management Service Proposed Rule Establishing Oil
Value for Royalty Due on Federal Leases and on Sales of Federal Royalty Oil,” May 28, 1997 as submitted by the Rocky
Mountain OQil and Gas Association; “Analycis of MMS® ‘Economic Analysis of Proposed Fadaral Oil Valuation Rule
Under Exccutive Order 12866, April 7, 1998 as filed by the Rocky Mountain Qil and Gas Association; and “Analysis
of the Department of the Interior, Minerals Management Service’s Supplementary Proposed Rule Establishing Qil
Value for Royalty Due on Federal Leases,” April 7, 1998 as filed by the Rocky Mountain Oil and Gas Assoctation.
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The Figure 3 example shaws one possible way in which the lessee could be required to calculate
value under the proposed rule, but because of the inherent complexity and lack of clarity
associated with the proposed rule, this example should merely be considered as one of many
possible representations of how value could be calenlated.  Required calculations under the
proposed rule could be vastly more complicated.

+ One hundred bamels of crude oil from the Federal lease (see 1 on the chart) is commingled
with 100 barrels of production from one of the lessee’s state leases (see 2 on the chart), 100
barrels of production from onc of the lessee’s fee leases (sce 3 on the chart), and 106,700
barrels of production from the lessee’s other leases (see 4 on the chart) for a total of 107,000.

¢ These 107,000 barrels are exchanges to Midland in one arm’s-length transaction.

¢ At Midland (6 on the chart), these 107,000 are commingled with 416,000 barrels of the
lessees production from other locations (see S on the chart) for a total of 523,000. Of these
barrels:

0 78,000 are exchanged to St. James in one transaction (see 9 on the chart). As this is
the second exchange, and the lessee must assume that some number of the lessee’s
100 Federal barmels are included in this 78,000, the Federal portion must be valucd
using a non-arm’s-length methodology. As the Federal production came from a
Wyoming lease, it must be valued using the first applicable of the Rocky Mountain
Arca benchmarks. Once a value has been determined for the 78,000 barrels
exchanged to St. James using the Rocky Mountain Area benchmarks, it must be
multiplied by 100/523,000 or 0.000191.

0 389.000 barmrels are exchanged to Cushing, OK in three transactions (see 7 on the
chart). As this is the second exchange, and the lessee must assume that some pumber
of the lessec’s 100 Federal barrels are included in this 78,000, the Federal portion
must be valued using a nopn-arm’s-length methodology. Once a value has been
determined for the 389,000 barrels exchanged to Cushing using the Rocky Mountain
Area benchmarks, it must be multiplied by 100/523,000 or 0.000191.

0 56,000 batrels are sold outright in three scparate, arm’s-length transactions (sec 8 on
the chart). For each sales contract, the lessee must determine the price received in the
sale and the allowable deductions. As this production was initially exchanged in an
arm’s-length transaction, the lessee may adjust the value for any location or quality
differentials or other adjustments rcccived or paid under the arm’s-length agreement.
The gross proceeds less an adjustment for any location or quality differentials or other
adjustments received or paid from each sale must be multiplied by 100/523,000 or
0.000191. In this example, we assume two sales of 20,000 bamxels and one of 16,000
barrels. ‘

# Under these assumed facts and interpretation of the rule, the weighted average value of the
Federal production would be as follows:

Barents Group LLC 16 July 31, 1998
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Weighted average value =
1 00/523,000*78,000*\’&1\16(51 Yamex hated on Rockics bepchmarks) +
100/523,000*389,000'Va1uqcmg bascd on Rockies benchmarks) +
100/523,000#20,000* Valie st 1 1css mijusiment per exchange agreomasty
100/523 ,OOO‘ZO,OOU*VEIUC(S.IC 2 foss adjustment per exchange agmersent)
100/523,000*16,000% VA€ saic 3 crs mustment e cxchange sgrocemest )

¢ Of the 78,000 barrels exchanged to St. James, less than 15 barrels are included in the value of
the Federal crude. Of the 389,0000 barrels exchanged to Cushing, 74 barrels are included in
the value of the Federal crude. Of the 20,000 barrels sold in sale 1, less than 4 barrels are
included in the value of the Federal crude. Of the 20,000 barrels sold in sale 2, less than 4
barrels are included in the value of the Federal crude. Of the 16,000 barrels sold in sale 3,
just over 3 barrels are included in the valne of the Federal crude.

As this example illustrates, it is a complex process to arrive at value for royalty purposes. The
lessee must first trace all transactions though the second transaction in the chain. For each
second transaction, the lessee must determine whether the crude should be valued using the gross
proceeds methadology with appropriate allowances or using a non-arm'’s-length methodology
that will vary depending on the location of production. In this example, we are assuming that no
Federal production from any other region has been commingled with the Federal production
from Wyoming. If Federal production from New Mexico or Louisiana bad been exchanged to
Midiand, the process would become much mtore complex. It would become more complex still
if Federal production from California is also exchanged to Midland.

In addition, if any of the volumes initially changed in subsequent months due to, for example,
run ticket errors, all of the calculations will have to be re-computed, and the lessee will be

fequired to file adjustments on Form MMS-2014. This adds to the already burdensome process
and will exponentially increase the number of lines reported.*

Further, it is unlikely that following the methodology described abave will result in an accurate
lease value. As we have discussed in previous reports, the proposed methodology will not
capture value at the lease.

In its July 24, 1998 “Summary of Industry recommended Improvements to MMS Qil Valuation
Proposed Regulations and MMS Responses Discussed at July 22, 1998, Senate Meeting,” MMS
rcquests comments on which of three altcrnative arm’s-length exchange valuation methodologics
best reflect industry position on this issue. MMS presents the following three options:

¢ The July 1998 proposal to use the “first-exchapge™ rule where value will be determined
based on the arm’s-length sale after a single arm’s-lenpth exchange, or

* For further discussion of the umpact on Form MMS-2014 see “Analysis of the Department of the Interior,
Minerals Management Service’s Request for Extension of the Existing Collection Authority for Form MMS-2014."
dated June 22, 1998, and “Analysis of the Department of the Intenior, Minerals Management Service’s Request for
Extension of the Existing Collection Authority for Form MMS-2014,” dated March 6, 1998,
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¢ The February 1998 proposal to expand gross proceeds valuation ta include situations where
the oil received in exchange is ultimately sold at arm’s length, regardless of the number of
arm’s-length exchanges involved, or

e The July 1997 proposal that allowed the lessee the option of valuing exchanged oil using
either 1) its gross proceeds under an arm’s-length sale after the exchange(s) or 2) the index
pricing method. That clection would be for a 2-year period and the lessee must-value all o1l
production disposed of under all of its anu’s-length exchange agrecments in the same
manner. :

We have previously commented an cach of these options and found flaws with cach. As
discussed above, the July 1998 version does not simplify the tracing requirement and still
requires complex calculations to amive at value for royalty purposes. The February 1998
proposal places an enormous burden on lessees to trace all transactions vatil final disposition into
either its own or its affiliate’s refinery, or in an arm’s-length sales to a third party.* In the first
instance, the lessee is ultimately required to use the index price method, while in the second, the
lessee must use a value determined from a sale in a downstream market. In neither case does the
methodology represent value at the lease. The July 1997 proposal, while providing lessees with
the option of using gross proceeds or the index method for valuing exchanged oil, locks lessees
into that decision for two years. It further requires lessees to use the chosen methodology for
valuing all crude oi]l exchanged under arm’s-length contracts regardless of circumstance. As
with the February 1998 proposal, neither methodology arrives at an accurate measure of lease
value.

Whilc the July 1997 proposal provides more administrative flexibility, it generally fails to
capture lease value. The range of options previously put forward by industry members includes:
tendering, reliance on comparable arm’s-length transactions, or a methodology to net back to the
lease from an index price or affiliate resales with appropriate deductions to achieve lease value.

At the July 22, 1998 Senate meeting, MMS Director Cynthia Quarterman stated that existing
tendening programs were not set up to promote receipt of market value, but rather were used for
royalty payment purposes. She stated further that tendering ‘programs could promote
opportunities to “game” royalty payments. Tendering, however, is the first of four benchmarks
proposed for the Rocky Mountain Area under the proposed rule.

When asked why tendering or the other Rocky Mountain benchmarks could not be used
elsewhere, Director Quarterman replied that there are few actual arm’s-length sales in the Guif of
Mexico and that valid spot prices exist there. At least two Federal lessees, Conoco and Texaco,
currently have tendering programs, and they are outlined briefly helow.

Conoco’s Tendering Program

Under Conoco’s “bid-out™ program, Conoco solicits bids from unrelated partics to purchase
some or all of its crude oil production in various producing regions, and Conoco offers ten
percent of its production velume for sale in each participating producing area. In many areas,

** We recognize that some lessees with a relatively small mumber of transactions may be able to trace production
downstream without experiencing the same burden that the proposed rule would impose on larger lessees.
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bidders may bid for any amount between ten and 100 percent of Conoco’s crude oil production,
and each sale that occuts is an outright cash sale. The term of the sale is six months, and the bid
price is established as a premium or deduction from a relevant posting, generally Koch’s.
Conoco reserves the right to reject all bids; otherwise, it sells to the highest bidder. Conoco pays
Federal royalties based on the values achieved under its tendenng program.

In the fall of 1997, Conoco sold approximately 30,000 barrels per day outright through its
tendering program. This represents approximately 50 percent of Conoco’s equity production. In
January 1998, the volume of barmels sold outright declined to approximately 15,000 per day,

where it remains today.

Conoco requested that Dr. Joseph Kalt of The Economics Resource Group, Inc. review its
program to evaluate whether the program could be relied upon to yield accurate measures of the
market value at the lease.” Dr. Kalt’s conclusion was “tbe bid prices revealed will generate a
reliable measure of the fair market value of Conoco’s crude at the lease or in the field™* He
further stares that the design and implementation of the bid-out program clearly mect the
economic criteria for achieving fair market value.

Texaco’s Tendering Program

After developing a tendering pilot in August 1995, and successfully testing it in the Offshore
Louisiana Gulf, Texaco Exploration and Production Inc. (“TEPI”) implemented tcndenng
throughout the United States.” Today, TEPI tepders from approximately 12.5 percent to 20
percent of oil volumes from its marketing areas and generally an amount at least equal to its
royalty share. TEPL's tendering program orgamizes marketing areas by oil type, and
transportation method. Texaco believes its tendering program provides market value at the lease,
“since the value assigned to the production reflects the price received in actual arm’s-length
transactions at the lease in the relevant marketing arca” Tendering can enhance lcase market
competition and ensure that lease market valuc is realized. Texaco pays royalties based on
values achieved under its tendering program. Indeed, tendering is the basis for valuation of
TEPI’s entire production in each market area, not just the royalty component. Since initiating its
tendering program in 1995, Texaco has found that tendering 10 to 20 percent of production
volumes is more than sufficient to establish competitive prices.

In Texaco’s experience, tendering is less administratively burdensome than an index or other

petback methodology that requires difficult, if not impossible, allocations, tracking, reports. and
procedures.

7 Appendix A contains a copy of Dr. Kalt’s response to Conoco’s request.
* Kalt letter, page 2.

*Texaco described the tendering program TEPI operates in comments filed with MMS on April §, 1998 and this

discussion is taken largely from these comments.
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GATHERING VS. TRANSPORTATION

MMS has requested comments on “whether the definition of gathering should be modified to
address™ situations where bulk, unseparated production is moved long distances from a sub-sea
completion with no platform to a platform wheze it first surfaces and is treated. We believe that
the definition of gathering should be clarified to affirm that all movement of production away
from the lease is transportation.

Advances in technology have allowed economic development of deepwater ficlds utilizing
subsea systems. Such systems do not, by their very nature, allow separation and delivery of
production on the lease because of the absence of surface facilities. In some instances, subses
gas developments produce pipeline quality gas and do not require further treatment prior to
compression for movement to shore. Often, however, such production is by necessity
transported via pipelines significant distances away from the lease to other locations for
separation, treatment, and/or transmission to shore. Pipelines in deepwater have higher capital
requirements and have a greatly increased risk and uncertain economics associated with them.
As projects In the Gulf of Mexico move into deeper and decper water, and more structures
projects involving long feeder lines come on line, this will become an increasingly important
1S5U€.

As a result of technological advances allowing drilling further and further offshore, the
definitional change on which MMS is requesting comments 1s necessary to more accurately
capture lease value.

In its July 24, 1998 “Summary of Industry recommended Improvements to MMS Oil Valuation
Proposed Regulations and MMS Responses Discussed at July 22, 1998, Senate Meeting,” MMS
requests coroments on whether it should consider developing a procedure to set pipeline
transportation rates and correspondingly the transportation allowances for royalty puxposes.
MMS has no demonstrated expertise in the development of adequate pipeline transportation
rates. [f MMS were to begin setting pipeline transportation rates, it would result in the creation
of a new administrative bureaucracy and a corresponding new burden imposed on lessees and
pipeline affiliates. MMS should discard this option and instead rcly on. the reasonable
commercial value of transportation as a hasis for transportation allowances.

* 63 FR 38357
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4. OUTSTANDING PROBLEMS FROM PRIOR PROPOSALS

MMS has received thousands of pages of comments on its proposed oil valuation rule, and
although the proposed rule has been modified a number of times, substantial problems remain.
This section briefly outhines the outstanding issues.

¢ Proposed methodology will not capture value at the lease MMS asserts that its non-arm’s-
length netback methodology will capture market value at the lease, but what MMS would
really capture is market value downstream of the lease. Even with the proposed adjustments,
what MMS would capture 1s value in a different market than the lease market. The
conceptual flaw in MMS® approach is that it focuses on allowable deductions rather than on
the fact that value in one market may fail to replicate value in another market simply by
picking the right adjustment factors. Requiring a lessee to net back from its or its affiliates’
gross proceeds from downstream transactions with mappmpnatc adjustnemnts certainly does
got result in lease value.

¢ Spot prices do not aceurately reflect lease values. Spot markets do not generally reflect local
supply and demand conditions at the lease and can represent either a discount or a premium
relative to term contract prices. Additionally, spot price assessments are based on a limited
polling of traders and so do not reflect an averapge of spot transactions or even the price of
any particular transaction. The proposed valuation method does not accurately take into
account the volatile nature of oil price differentials between different locations and different
grades of crude. The many local oil markets in the U.S. do not move in lock step with cach
other because of the influence of local supply and demand factors.

* Data from Form MMS-4415 not usable for intended purpose. MMS will nat be able to
dedve meaningful location and quality differentials between aggregation points and market
centers from the data to be collected on Form MMS-4415. Indeed, there are potentially
serious problems with the statistical accuracy and representativeness of the differentials
MMS proposes to publish. Even more troubling, however, is that at the February 18 hearing
in Houston, an MMS official said that MMS planned to wait to see the Form MMS-4415 data
before figuring out how to use it Hc also confirmed that MMS has performed no
prototyping or pilot testing.

* Proposed methodology results in inaccurate values in each region. In addition to systemn-
wide inaccuracies, MMS’ proposed regional schemes introduce their own inaccuracies.

0 California/dlaska. Alaska North Slope (ANS) spot market crude oil sales represent the
sale of a different kind of product than onshore Califorma crude o1l at the lease. While
both products are crude vil, they are of different qualitics available in different quantities
at different locations under different contract terms. These tangible and intangible
differences in markets are reflected in a higher level of volatility in price differentials
between ANS crude and California crudes. As a result, the proposed methodology will
not result in an accurate measure of onshore lease value.

0 Rocky Mountain Area. MMS has not fully considered the problems and inaccuracies
associated with each of the four benchmarks for the Rocky Mountain Ar¢a. The
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restrictions imposed on the tendering program could easily result in a lower value being
reccived for tendered oil. The volume-weighted average benchunark will result in
overvaluation for some oil and is also subject to significant restrictions. The NYMEX
benchmark will not result in an accuratec lease value, and the final benchmark where a
lessee nses an MMS-established methodology relies on subjective decisions on the part of
MMS. Because of the restrictions placed on the first two methods and the many
inaccuracies associated with the NYMEX method, it could well be that a substantial share
of Rocky Mountain Area production is forced to be valued using a far less certain and yet
to be determined method than exists under today's benchmark methodology. MMS also
asked for comments on the composition of the Rocky Mountain Area. A debate over
whether all or some portion of New Mexico should be included in the defined area misses

" the fundamental issue. While crude oil produced in the Rockies is subject to different
market pressures than crude produced in some other parts of the country, this is not
equivalent to characterizing the Rockies as a single market. As discussed above, we
belicve that all crude oil markets are inherently local and subject to their own supply and
demand characteristics. While these local markets may be affected by the value of crude
oil sold elsewhere, this is not the same as saying that the value of crude oil produced in
one locality can be determined formulaically by the value of crude in other localities.

0 Rest of the country. MMS has not carefully considered each region and local market in
the rest of the country when developing this methodology. Some Federal leases are
hundreds of miles from a defined aggregation point or market center, and MMS requires
lessees to use the spot price at the market center closest to the lease to value crude oil not

~ sold at arm’s-length. If the closest spot price is many hundreds of miles away, this may
bear little relationship to the local market and will not result in an accurate value at the
lease. MMS also requires the lessee to use the spot price for the crude oil most similar in
quality to its oil. It is not clear what the lessee should do when these requirements
conflict For example, what should the lessee do when sour crude oil production is
closest to Cushing? Should it use a West Texas Sour spot price at Midland, even though
Midland is 500 miles from Cushing, because it is most similar in quality, or the Cushing
price?
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5. PROCEDURAL ISSUES

In promulgating regulations, agencies must follow certain procedural requirements including
those prescribed in the Administrative Procedures Act (APA), the Paperwork Reduction Act of
1990, the Regulatory Flexibility Act (RFA), and Executive Order 12866. This section describes
procedures that MMS appears pot to have complied with

MMS reopened the comment period on the proposed oil valuation rule for two weeks on July 8,
1998. On July 16, 1998, MMS released a second supplementary proposed rule with comments
due on or before July 24, 1998: a comment period of just 8 days. The APA requires comment
periods of 60 days, and so it appears that MMS has not complied with this procedural
requirement.

Further, it is generally the casc that before a rule is published in the Federal Register, the Office
of Information and Regulatory Affairs (OIRA) of the Office of Management and Budget (OMB)
reviews approves the rule before publication. Al rules that are under OIRA review appear on
OMB’s web page.* The most recemt version of the rule, however, never appeared there.
Further, when Barents contacted the Desk Officer for the Departiuent of the Interior he statcd
that he did not know why it had not been forwarded to OMB for review.

The rule as revised will cause substantially more lessces to value thetr production based on non-
arm’s-length methods, which has at least two implications.

¢ First, MMS should revise its Executive Order 12866 cost-benefif analysis. The revised rule
will require many more independents to value their production using non-arm’s-length
methodologies because of the single exchange provision. In its original analysis, MMS had
assumed that all independents would remain on gross proceeds and so attributed no increased
revenue to them. Second, the revised definition of affiliate counld further invalidate MMS
assumption that all integrated companies would value their oil for royalty purposes using the
pon-arm’s-length method. As a result, MMS $66 million estimate is no longer valid.

¢ Second, MMS should fully consider the impact on small business. The RFA defines certain
procedures that must be followed in estimating the burden on any regulation on small
business. MMS certified that “[the February 1998] rule will not have a significant economic
effect of a substantial number of small entities under the Regulatory Flexibility Act (5 U.S.C.
§ 601 et seq.).”™ Under the Regulatory Flexibility Act (RFA), a small entity is a small
business {per SRA definitions — for exploration and production companies, it is less than 500
employees), a “small organization” means any not-for-profit enterprise which is
independently owned and operated and is not dominant in its field, or a “small governmental
jurisdiction” means governments of cities, counties, towns, townships, villages, school
districts, or special districts, with a population of less than fifty thousand. MMS states that
most of the 600 oil payors are considered small businesses under the RFA, yet in describing
its burden estimate on small business, MMS uses a definition based on anmual production

“' hitp://www.whitehouse. govIWHIEOP/OMB!hunllombhomc html
“ 63 FR 6123
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levels not number of employees. MMS describes estimate of burden of completing proposed
Form MMS-4415 on companies with less than 10 million but greater than one million barrels
of production per year (35 Federal lessees in 1996) as being 29.25 hours for companies of
this size for a total burden of 1,023.75 hours.

In conversations with the Small Business Administration (SBA), the SBA said that MMS has
not been fully complying with RFA requirements and that if MMS is not in full compliance
within one year, the SBA will be required to take further action. This rule is likely to have a
substantial impact on small business, and we consider SBA’s comment to be inappropriately
lenient and believe that MMS must fully comply with RFA requirements under the prapased

rule.
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6. CONCLUSION

The July 1998 version of the proposed oil valuation rule does not solve the problems contained
in earlier versions of the rulc and may even create new problems. Language contained within the
current version allows MMS to “second-guess” values received in arm’s-length transactions, and
MMS’ single exchange provision will significantly affect many lessees by placing more of their
transactions on an index valuation methodology.

As a result of our analysis of the proposed rule, and as discussed further below, MMS should
fully commit its resources either to revising the existing regulations or to the further development
of a viable royalty-in-kind program.

MMS published its original proposed rule on January 24, 1997, and in response to numerous
comments, released the mast recent version of the mle on July 16, 1998. The July 1998 version
does not solve the problems contained in earlier versions of the rule and even creates new
problems. The current version will allow MMS to “second-guess” values received in arm’s-
length transactions, and MMS’ sinple exchange provision will significantly affect many
independent producers by placing more of their transactions on an index valuation methodology.

The costs and inefficiencies that would be imposed on lessees by the further supplementary
proposed rule are entirely avoidable and unnecessary because an active market exists for oil at
the lease that would allow a more straightforward and less costly approach to royalty valuation.
In addition, a serious, carcfully developed, alternative approach is now under congressional
consideration: royalty-in-kind (RIK). Two hearings have been held on RIK legislation and a bill
has been reported by the Subcommittee on Energy and Mineral Resources of the House
Committee on Resources. RIK legislation would require that the Federal government take
royalty in kind production at the lease. By using private sector qualified marketing agents to
market its production, the U.S. Government would achieve greater certainty than the proposed
rule envisions but would do so in a way that 1s much less administratively burdensome, and
clearly captures accurate arm’s-length values through outright sales. Indeed, MMS has studied
the feasibility of royalty-in-kind for natural gas in the Gulf of Mexico, has initiated a crude oil
royalty-in-kind pilot program in Wyoming, and is initiating a crude oil royalty-in-kind pilot
program for offsbore Texas. )

It makes little sense to completely restructure the cuent crude o1l valuation system, as would be
required if the further supplementary proposed mle were to be finalized, when serious efforts,
including an MMS pilot program, are underway to develop a better system with broad mdustry
support. A properly structured royalty-in-kind program will allow MMS to achieve its goals
without the unnecessary administrative complexity and burden that would be imposed by MMS’
second further supplementary proposed rule.
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